INTRODUCTION
My father passed away last year. With the sadness surrounding me, I began the task of inventorying his estate and taking action to put order in the investments he left. Much to my chagrin, I found that one-third of his estate consisted of stock in a foreign corporation that owned gold and silver, and much of the rest of his estate was invested in Canadian mining companies. All of these investments were passive foreign investment companies ("PFICs"). Instead of getting the usual step-up in basis for the stock upon death, the PFIC law prohibited a step-up. Instead of a simple computation of capital gain on the sale of the investments, PFIC rules mandated that the gain was ordinary income. In addition, the PFIC statute required that the gain had to be allocated pro rata over his entire holding period, taxed at the maximum tax rate in effect for the year to which the gain was allocated. With an interest charge required to be applied as well under these rules, how could the tax on the sale of the investments even be computed?
Were these the types of abusive investments that Congress wanted to reach when it enacted the PFIC rules as part of the Tax Reform Act of 1986, which were directed against foreign investment companies? Should an individual who owns stock in some perhaps risky investments be so penalized? If my father had owned the precious metals directly, there would have been no U.S. tax until the metals were sold, and there would have been a step-up in basis in the metals upon death. But owning the precious metals through a foreign corporation was the tax kiss of death. And the mining companies? If the mining companies had been U.S. companies or had a shorter start-up period, they would not have qualified as PFICs, and, hence, there would not have been these IV begins with a general explanation of the goal of tax deferral, with discussion of several anti-deferral tax regimes enacted prior to the PFIC provisions, i.e., Personal Holding Companies ("PHCs"), Foreign Personal Holding Companies ("FPHCs"), Subpart F income of CFCs, Foreign Investment Companies ("FICs"), and Regulated Investment Companies ("RICs"). An understanding of these regimes is necessary to appreciate the genesis of the PFIC rules. Part V analyzes the policy behind Congress enacting the PFIC provisions as part of the Tax Reform Act of 1986,9 i.e., preventing U.S. investors in foreign investment companies from having more favorable tax treatment than U.S. investors in domestic investment companies. Congress wanted to correct the perceived abuses of U.S. taxpayers investing in foreign investment companies to obtain U.S. tax deferral on their investments and close the gap in previously enacted legislation.
After a crash course in the basic PFIC rules and other anti-deferral regimes, and an understanding of why the rules exist, Part VI examines unexpected consequences of the PFIC rules. PFIC treatment, although targeted to stop abuses with foreign investment companies, can reach start-up and operating companies. In addition, otherwise nontaxable transfers can be subject to tax, such as an exchange of PFIC stock in a tax-deferred reorganization, a gift of PFIC stock during life and upon death, and taxation to immigrants and expatriates who own PFIC stock. Transfers of PFIC stock can result in disastrous consequences to the unsuspecting (or even the suspecting) investor, a result that seems to go beyond what Congress intended when it enacted the PFIC legislation. Part VI additionally addresses specific solutions for these problems. The simple purpose of not allowing tax deferral on investments in foreign investment companies has resulted unfortunately in "PFICs Gone Wild!" Part VII questions whether the legislative purpose of the PFIC legislation is even valid, asking why PFICs should be subject to such punitive tax consequences when other types of investments allow for deferral of U.S. tax without punishment. The Article concludes in Part VIII that the policy behind the PFIC legislation does not justify the farreaching and burdensome treatment to PFIC shareholders. Even if the PFIC rules are limited to a defined set of foreign investment companies and issues with transfers of PFIC stock are solved, the overriding question remains whether the basic premise of the legislation should stand. The PFIC rules must either be eliminated entirely, or at least limited to the purpose for which they were enacted-to prevent more favorable tax treatment to an investor in a foreign investment company than an investor in a U.S. investment company.
II. DEFINITION OF PFIC
A foreign corporation is a PFIC if it meets either an income test or an assets test. The income test is met if 75 percent or more of the foreign corporation's gross income is passive income. 10 For purposes of the PFIC provisions, "gross income" means all income under Internal Revenue Code Section 61, such as sales revenues less cost of goods sold." "Passive income" generally includes dividends, interest, royalties, rents, and gains from commodities or securities transactions.1 2 The asset test requires that the average percentage of assets held by the foreign corporation, which either produce passive income or are held for the production of passive income, is at least 50 percent or more (by value'
3 ).1 4
Unlike the rules for PHCs,1 5 CFCs,1 6 or FICs,1 7 the PFIC provisions apply to any U.S. person' 8 who owns stock in a PFIC, regardless of how small a percentage the U.S. person owns. 19 Some relief from the long reach of the definition of PFICs is provided for foreign corporations that are determined to be PFICs under 10. I.R.C. §1297(a)(1) (1986) . I1. Treas. Reg. § 1.61-3(a). 12. 1.R.C. § § 954(c), 1297(b) (1986). Certain types of passive income are specifically excluded from the numerator of the income alternative of the PFIC test, including interest, dividend, rents and royalties received from a related person (within the meaning of I.R.C. § 954(d)(3) (1986)) to the extent this income is properly allocable to income of the related person that is not passive income. I.R.C. § 1297(b)(2)(C) (1986).
13. I.R.C. § 1297(e) (1986). Instead of using value as the measure for the corporation's assets, adjusted bases are used in the asset component of the PFIC test if either the corporation is a CFC or elects to use adjusted bases as the factor. I.R.C. § 1297(e)(2) (1986). Publicly traded corporations cannot use the alternative determination method of adjusted bases. I.R.C. § 1297(c)(1) (1986).
14. 1.R.C. § 1297(a)(2) (1986).
15. An ownership prong must be met in determining if a corporation is a PHC, i.e., at any time during the last half of the taxable year more than 50 percent in value of its outstanding stock is owned, directly or indirectly, by or for not more than five individuals. I.R.C. § 542(a)(2) (1986).
See discussion of PHCs infra Part IV.A.
16. See supra note 3; see also discussion of CFCs infra Part IV.C. 17. To meet the definition of a FIC, a foreign corporation had to be owned 50 percent or more, directly or indirectly, by U.S. persons. If this look-through rule had not been enacted for PFICs, holding companies would be deemed to own all passive assets (i.e., stock in its subsidiaries), and all of the holding company's income (i.e., dividends) would be passive income.
2 1 This exception recognizes the reality that corporations often use holding companies in their structures and, therefore, prevents a holding company from automatically qualifying as a PFIC.
Second, a PFIC does not include within its definition a foreign corporation in a start-up phase of an active business. 22 This exception is available only if: (1) no predecessor of the corporation was a PFIC, (2) it is satisfactorily established that the corporation will not be a PFIC for either of the two subsequent years following the start-up year, and (3) the corporation is not in fact a PFIC during those two subsequent years.
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The start-up exception addresses the common situation where a new company does not generate active income in its initial taxable year.
Although the start-up exception is a welcome recognition of business realities, it often takes a company more than one year to generate active income. In addition, the initial year that is exempt from the PFIC rules is the first taxable year that a PFIC has gross income. A corporation could thus start its business on the last day of its taxable year and have only that day as the "start-up year" if the corporation has even a minimal amount of passive income. Use of a "shelf company," 24 a common practice in many countries (e.g., Canada), is assisted somewhat by the start-up exception, but can still result in a foreign corporation qualifying as a PFIC where the shelf company has been financed with cash and the corporation has been kept "on the shelf' in a year prior to its use by an operating company. Despite the limitations of the PFIC start-up exception, it does prevent some foreign operating corporations 20. I.R.C. § 1297(c) (1986). 21. I.R.C. § 543(a) (1986). Contrast this with the PHC rules, which have no look-through rule and consider dividends from foreign subsidiaries to be passive income.
22. 1.R.C. § 1298(b)(2) (1986).
Id.

24.
A "shelf' company is a generic company formed in advance of the need for the corporation, often funded with cash and carning interest, prior to an investor having a need to utilize a corporation. Through the use of a shelf corporation, the investor can have corporate formalities taken care of prior to the commencement of the investor's planned activity, thus avoiding delays in the incorporation process. that do not generate active income in their initial years from being classified as PFICs.
Third, a foreign corporation transitioning from one active business to another active business is provided with an exception.
5
The business-change exception allows a corporation to sell a business, thereby generating capital gain, passive income, and start a new business without the risk of being classified as a PFIC as a result of the passive income generated from the disposition of the business.
The requirements for meeting this exception are: (1) neither the corporation nor a predecessor was a PFIC, (2) it is satisfactorily established that (a) substantially all of the passive income of the corporation of the year of change is attributable to proceeds from the disposition of one or more active trades or businesses, and (b) the corporation will not be a PFIC for the first two years following the business change, and (3) the corporation is not in fact a PFIC for those two subsequent years. Finally, if a foreign corporation is a CFC, it is not a PFIC. 27 This overlap rule was a much-welcomed clarification, enacted into law in 1997, effective beginning in 1998. 28 Prior to the overlap rule, a company that qualified as a CFC could, for example, still be a PFIC if 50 percent or more of its assets held directly, or indirectly through lowertier corporations, produced passive income or were held for the production of passive income . 29 The CFC rules should have adequately covered the anti-deferral issues of the foreign corporation without the necessity of imposing the PFIC rules on such corporations. Unfortunately, foreign corporations that were PFICs on the effective date of the overlap legislation remained PFICs unless they purged the PFIC taint. This taint can be purged by making an election that generally results in income recognition but better income tax consequences going forward.
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Besides the broad definition of PFIC that will catch many foreign corporations unaware, there is an even more egregious rule that defines 25. I.R.C. § 1298(b)(3) (1986). what a PFIC is: "Once a PFIC, always a PFIC." 3 1 Stock owned by a U.S. person in a foreign corporation is treated as stock in a PFIC if, at any time during the U.S. person's holding period, the corporation was a PFIC.
Id.
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3 2 The PFIC taint attaches to a foreign corporation if it was a PFIC during any taxable year, unless a Qualified Electing Fund ("QEF") election has been made.
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A U.S. person investing in a foreign corporation must therefore determine not only if the corporation currently meets the definition of a PFIC, but also whether it ever met the definition during that person's holding period of the stock, in order to know if the U.S. person will be subject to the PFIC tax rules. Thus, even if a corporation does not currently meet one of the PFIC tests, but it did at one time, for example, during the second taxable year as a start-up, it will remain a PFIC.
III. TAXATION OF A PFIC AND ITS U.S. SHAREHOLDERS
A PFIC is a foreign corporation and, as such, is subject to U.S. federal income tax on its earnings only if it receives U.S. 42 or mark-to-market election. 4 3 If a U.S. shareholder of a PFIC does not make either a QEF election or a mark-tomarket election, the Section 1291 fund regime will apply by default. To make a QEF election, the PFIC must agree to provide U.S. shareholders with certain information.44 A mark-to-market election may be made for a PFIC only if the stock is "regularly traded" on a "qualified exchange or other market."4 5 A brief summary of PFIC taxation under the three different regimes follows.
A. Section 1291 Fund
Under the Section 1291 fund taxation rules, a U.S. shareholder must recognize gain on either the disposition of PFIC stock or income from an excess distribution, pro rata over the shareholder's holding period. 46 An excess distribution is a distribution with respect to stock to the extent the distribution received by the taxpayer during the taxable year exceeds 125 percent of the average amount of distributions during the three preceding years. 4 7 Any gain from either the disposition of PFIC stock or income from an excess distribution is taxed as ordinary income, even if the stock is a capital asset. 48 The amount of income allocated to the current year and to years in which the corporation was 
See
I.R.C. § 1291(b) (1986).
I.R.C. §1291(a)(1)(B) (1986).
not a PFIC is taxed as ordinary income in the current year. 4 9 Amounts allocated to each of the other taxable years in the U.S. shareholder's holding period are subject to tax at the highest rate of tax in effect for the taxpayer for the year to which it is allocated, referred to as the "deferred tax amount."
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The PFIC gain allocated to prior years is actually never included in income. Instead, the deferred tax amount is added to the total tax owed by the taxpayer in the year of disposition or excess distribution. In addition, an interest charge for the deemed deferral benefit of not having to pay tax on the PFIC income as it was earned is imposed on the tax attributable to each of the years to which the income is allocated."' The amounts allocated to the current year and pre-PFIC years escape this treatment because no income deferral has occurred. If a distribution is not an excess distribution, it is taxed to the shareholder in the year received under general corporate distribution rules.
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The purpose of this taxation regime is to treat the U.S. shareholder as if the income of the PFIC had been distributed when it was earned, based on the broad assumption that income of a corporation is earned ratably over the period of the shareholder's ownership. The U.S. shareholder of a PFIC, however, is in fact penalized for this assumption, as the shareholder does not receive the income ratably over the period of ownership yet has to pay interest on income beginning in a period prior to when cash from the investment was received. In addition, the U.S. shareholder's tax on a PFIC excess distribution is at the highest ordinary income tax rate in effect in the period to which the income was assigned under the PFIC rules, even if the U.S. shareholder's other income does not rise to the level of this highest tax bracket.
B. Qualified Electing Fund
If a QEF election is made, the U.S. shareholder is taxed on the shareholder's share of the PFIC ordinary income and net capital gains, essentially on a pass-through basis similar to how a partner in a partnership is taxed. of a PFIC as the PFIC earns its income. The taxable year of inclusion of the PFIC's income is the taxable year of the shareholder in which the taxable year of the PFIC ends. 54 Congress recognized the hardship that could be imposed on a U.S. shareholder that has to pay tax on income not received and allows a shareholder to elect payment of the tax to be deferred, subject to an interest charge.
If the PFIC distributes its earnings that have already been taxed to a U.S. shareholder, there is no further income inclusion to the shareholder. 5 6 Any gain on the sale of the PFIC stock is capital gain.
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As stated above, the QEF election can only be made if the PFIC agrees to provide information to the U.S. shareholder regarding the ordinary income and net capital gain of the company. 58 The PFIC must provide to a QEF shareholder a "PFIC Annual Information Statement," which states: (1) the PFIC's taxable year; (2) the shareholder's share of the corporation's ordinary earnings and net capital gain for the year, and the amount distributed to the shareholder during the year; and (3) that the shareholder may inspect and copy the PFIC's books to establish that the income has been computed in accordance with U.S. tax rules.
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Many foreign companies are not willing to commit to providing this information, 60 thus eliminating the possibility for U.S. shareholders in many cases to be taxed under a less harsh U.S. tax regime than the Section 1291 fund default rules. 
C. Mark-to-Market Election
Another election possibility is the "mark-to-market election" 62 for U.S. shareholders of "marketable stock" 63 to reduce the harsh tax 54.
.R.C. § 1293(a)(2) (1986).
55.
.R.C. § 1294 (1986). Holders should be aware that, for each tax year, if any, that the company is a PFIC, the company can provide no assurances that it will satisfy the record keeping requirements of a PFIC, or that it will make available to U.S. Holders the information such U.S. Holders require to make a QEF Election under Section 1295 of the Code with respect of the company or any Subsidiary PFIC.").
[R.C. § 1293(c) (1986).
STAFF OF JOINT COMM. ON TAX'N, 99TH CONG. GENERAL EXPLANATION OF THE
61. See discussion of Section 1291 funds supra Part Il.A.
1.R.C. § 1296 (1986).
63. To qualify as "marketable stock," the corporation must be regulated by a government consequences of the Section 1291 fund rules. If a U.S. shareholder makes a mark-to-market election, the shareholder recognizes ordinary income or loss on the stock at the end of each year that the shareholder owns the PFIC stock, equal to the difference between the basis of the stock and its fair market value at that time.6 A shareholder can take a loss deduction only to the extent of prior-year income inclusions not previously offset by losses (i.e., "unreversed inclusions"). 6 ' The basis of the stock is adjusted for the gain and loss recognition. When the shareholder actually sells PFIC stock that is subject to a mark-to-market election, any gain is ordinary income, and any loss on the disposition is an ordinary loss deductible only to the extent of unreversed inclusions. 6 8 This method is based on the assumption that the value of a publicly traded fund will change based on the company's income for the year, an assumption that may or not be valid in any particular case. Although this regime mitigates some of the harsh consequences of the Section 1291 fund regime, 69 it is generally not as beneficial as the QEF rules 70 and is available only in the limited situation where the PFIC stock is marketable.
Besides the onerous tax consequences that result under the three PFIC taxation regimes described above, adding insult to injury is the fact that the PFIC rules are less than clear in many respects, often providing no definite answer to the PFIC shareholder in need of guidance. than twenty years have now gone by since 1992, and no one knows if the regulations will ever be finalized, and if they are finalized, in what form. The proposed regulations list an effective date of April 11, 1992,73 and thus a taxpayer who does not follow these regulations, does so at his or her peril.
IV. ANTI-DEFERRAL REGIMES
A U.S. person who owns stock in a corporation is generally not subject to U.S. federal income tax on earnings of the corporation until the corporation makes a dividend distribution. Although a U.S. corporation is of course subject to U.S. income tax on its earnings, a foreign corporation escapes U.S. income taxation unless it earns U.S.-source fixed or determinable annual or periodical income, or income effectively connected with a U.S. trade or business.
7 4 If the foreign corporation operates in a low-or no-tax jurisdiction, U.S. taxes on the foreign corporation's earnings thus can be deferred until the foreign corporation makes a taxable distribution to its U.S. shareholders."
"Deferral" delays taxation on economic gain earned by a taxpayer. If a taxpayer's wealth increases in a year and the increase is not taxed currently, the taxpayer economically benefits. If the taxpayer had to pay tax on the increase, his or her wealth would decrease by the amount of the tax, and thus his or her investment would grow less. In a deferral structure, the taxpayer, instead of having to pay tax, could invest that amount and earn income on it before he or she had to pay the U.S. government. Tax on the increase in wealth in a deferral structure is delayed until a later date, reducing the effective tax rate because of the time value of money, to as low as zero if the deferral is for a sufficiently long period.
Tax deferral is not always seen as a bad outcome. For example, certain retirement plans are allowed to grow without tax on their earnings 76 as an incentive to save for retirement. Other tax provisions allow gain to be deferred on a realization event, because the taxpayer's 73. The PFIC proposed regulations were published in the Federal Register on April 1, 1992.
I.R.C. § 7805(b) (1986) allows proposed regulations to be effective no earlier than the date on which the regulation is filed with the Federal Register.
74. See supra text accompanying notes 34-37. 75. Of course, if the foreign corporation is subject to income tax in a foreign country at rates higher than the U.S. tax rates, the benefits of overall tax deferral are negated, even if U.S. tax is deferred.
investment continues in a different form. 77 In the international area, however, deferral is generally seen as an evil that must be stopped.
Consider this commentary in the opening paragraph of the Congressional Research Service report on Tax Havens: International Tax Avoidance and Evasion: 79 The federal government loses both individual and corporate income tax revenue from the shifting of profits and income into low-tax countries, often referred to as tax havens. The revenue losses from this tax avoidance and evasion are difficult to estimate, but some have suggested that the annual cost of offshore tax abuses may be around $100 billion per year. International tax avoidance can arise from large multinational corporations who shift profits into low-tax foreign subsidiaries or wealthy individual investors who set up secret bank accounts in tax haven countries.
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This paragraph shows the bias against foreign business activities of U.S. persons-mixing commentary on a multinational's foreign business operations with "tax havens," "tax avoidance and evasion," "offshore tax abuses," "international tax avoidance," and "secret bank accounts." A reader could easily conclude from this excerpt that a U.S. person who has income in foreign countries could only be doing one thingavoiding the reach of U.S. tax laws through unlawful means. This makes for great political hay, 8 1 but results in any type of foreign operations or investments of U.S. persons being viewed as suspect at best and fraudulent criminal activity at worst.
Setting aside this bias for now, an examination of deferral in the international context is necessary.
Deferral can occur in the 78. In International Taxation, Charles I. Kingson succinctly summarizes the deferral conflict: "Attitudes toward deferral may just depend on self-interest. Those who benefit from deferral tend to like it; those who don't benefit from it tend not to like it." CHARLES I KtNGSON, INTERNATIONAL  TAXATION 451 (1st ed. 1998) international realm because foreign corporations are not subject to U.S. federal income taxation unless the income is effectively connected with a U.S. trade or business, or the corporation receives certain U.S.-source fixed or determinable annual or periodical income. Despite the very long arm of the U.S. tax laws, these laws cannot reach a company that is not formed in, does not do business in, or does not have investments in, the United States.
82 A U.S. taxpayer could potentially be able to take advantage of these limitations and invest funds through a foreign corporation. Without anti-deferral rules, a U.S. taxpayer could benefit from deferring U.S. income taxation until the foreign corporation the U.S. taxpayer invested in pays a dividend. In fact, the income could be deferred indefinitely if it is not repatriated to the United States. And, if the income is never repatriated during the life of the owner of the foreign corporation that generates the income, I.R.C. § 1014 would mandate a step-up in basis upon death to fair market value of the stock in the foreign corporation, which fair market value would reflect the income retained in the corporation, and thus allow those earnings to escape U.S. taxation.
Congress enacted a number of special tax regimes, beginning in 1934, which are summarily described below, to deal with tax opportunities generated by the deferral of U.S. income tax through the use of corporations. This series of anti-deferral regimes culminated in 1986 with the enactment of the PFIC legislation.
A. Personal Holding Company
The PHC ruleS 84 were enacted in 193485 to prevent individuals from deferring individual income tax on passive income by holding portfolio investments in corporations. This was considered by Congress to be " [p] erhaps the most prevalent form of tax avoidance practiced by individuals with large incomes, 8 6 _-'incorporated pocketbooks." 87 A U.S. corporation is subject to the PHC rules if at least 60 percent of its adjusted gross income for a year is PHC income" and at any time during the last half of the taxable year more than 50 percent in value of its stock is owned, directly or indirectly, by five or fewer individuals." If both of these requirements are met, a corporate-level tax is imposed, equal to 20 percent of the undistributed PHC income. 90 At the time these provisions became law, the highest corporate income tax rates were 13.5 percent and the highest individual income tax rates were 63 percent-a difference of 49.5 percent. In addition, the General Utilities doctrine 9 ' prevented taxation at the corporate level when appreciated assets were distributed to a shareholder in either a liquidating or non-liquidating distribution. In such an environment, individuals had the incentive to hold their portfolio investments in "incorporated pocketbooks" to delay the higher individual income tax rate of 63 percent when the profits were distributed by the corporation. With the change of individual and corporate rates to close to the same rate, i.e., currently 35 percent for corporations and 39.6 percent for individuals, 92 and the repeal of the General Utilities doctrine, 93 the PHC legislation does not presently serve the purpose for which it was intended. Instead, the PHC remains as a complicated set of rules that regularly reach active businesses that utilize holding company structures. 94 The rules do not currently apply to foreign corporations. 
B. Foreign Personal Holding Company
Three years after the PHC rules came into force, Congress enacted the first legislation to target deferral of U.S. income taxation by using foreign corporations-the FPHC rules-in 1937.96 Like the PHC rules described immediately above, the FPHC regime attacked incorporated pocketbooks.
9 7 Because dividends received by FPHCs, or gains on sales of investments held by FPHCs, were subject to little or no tax in the FPHC's country of incorporation, earnings of FPHCs would not be taxed in the United States until the foreign corporation paid dividends to a U.S. shareholder. If the FPHC rules applied, each U.S. shareholder of the FPHC on the last day of the corporation's tax year had to include in income his or her pro rata share of the FPHC's undistributed income for the year. A foreign corporation is a FPHC if both: (1) at least 60 percent (50 percent after the first year that the corporation has been a FPHC) of its gross income is foreign personal holding company income (i.e., passive income, including dividends, interest, royalties, annuities, rents, and certain gains from transactions involving securities and commodities 99 ), and (2) more than 50 percent of the total voting power or value of all classes of stock is owned by five or fewer U.S. individuals.' 00 The FPHC rules reached only U.S. individuals trying to defer tax on passive income. They did not reach publicly traded U.S. corporations that owned foreign subsidiaries or foreign subsidiaries with active income. Congress recognized that its job was not done in preventing tax avoidance issues, stating in a report of the Joint Committee on Tax Evasion that the committee "should continue its study of the problem and should consider other and additional measures which may be feasible for preventing the use of spurious foreign entities to thwart the intent and purposes of the revenue laws."o 10
The FPHC rules were determined to be unnecessary after the enactment of the Subpart F regime discussed immediately below and the PFIC provisions. The FPHC rules were thus repealed by the American 
1.R.C. § 553(a) (repealed 2004).
I.R.C. § 552 (repealed 2004).
101. CHAIRMAN 
C. Subpart F
The next major set of anti-deferral rules were enacted in 1962-the Subpart F 0 3 and FIC rules.1 0 4 President Kennedy wanted to completely end deferral through the use of foreign corporations, such that all income from foreign subsidiaries would be taxed immediately to U.S. shareholders, even if the income was not distributed. 0 5 To "avoid artificial encouragement to investment in other advanced countries as compared with investment in the United States," the Kennedy Administration proposed that "American corporations be fully taxed each year on their current share in the undistributed profits realized by subsidiary corporations organized in economically advanced countries."
No deferral would be allowed that would give U.S. multinationals a competitive advantage over U.S. corporations operating wholly within the United States. Congress did not embrace the end-ofdeferral proposal of the Kennedy Administration, fearing that this would make U.S. companies uncompetitive with companies of other countries. Instead, Congress and the President compromised and enacted the Subpart F rules. Under the Subpart F provisions, a U.S. shareholder of a CFC is taxed currently on his or her pro rata share of certain types of income of the CFC, even if the U.S. shareholder does not receive a dividend distribution. 08 On a subsequent distribution of previously taxed income, there is no further U.S. federal income taxation.1 09 In order for Subpart F to apply, the foreign corporation must be a CFC.11 0 A foreign corporation is a CFC if "U.S. Shareholders" collectively own more than 50 percent of the total combined voting power of the foreign corporation's stock or more than 50 percent of the stock's total value."' A U.S. Shareholder is defined as any U.S. person who owns at least 10 102. AJCA, supra note 95, at § 413. Subpart F income is composed of specific categories of income that can in general be manipulated easily, either because it is passive income or it is income that is separated from the income-producing activity. The most important type of Subpart F income is foreign base company income. 1 14 Foreign base company income includes the following types of income: (1) foreign personal holding company income, (2) foreign base company sales income, and (3) foreign base company services income." 
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D. Foreign Investment Company
In tandem with the enactment of the Subpart F rules described above, Congress enacted the FIC rules in 1962.122 Congress was motivated by the belief that foreign investment companies were being used to avoid taxation and had determined that "the seriousness of [the] problem [had] increased substantially."l 2 3
Since a foreign investment company had no requirement that it distribute its income as was in place for its U.S. counterpart, the Regulated Investment Company,1 2 4 U.S. tax on the foreign investment company's income could be avoided by the company not making U.S. investments and delaying distribution of its profits. A U.S. shareholder of such a company that did not make shareholder distributions could turn the earnings of the foreign investment company into capital gain by selling the stock.
The FIC provisions addressed this deferral and gain conversion by requiring that gain from the disposition of stock in a foreign investment company be treated as ordinary income instead of capital gain, up to the selling shareholder's share of post-1962 accumulated earnings and profits of the FIC.1 25 To be subject to these rules, a FIC had to have ownership by U.S. persons of 50 percent or more of its stock, directly or indirectly, by vote or value. If this U.S. ownership requirement was met, the rules applied to any U.S. person who was a shareholder in the FIC no matter how small the shareholding. 1 2 6 In addition to the ownership requirement, the foreign corporation had to be either: (1) registered under the Investment Company Act of 1940 as a management company or as a unit investment trust or (2) 
Id.
or more of its taxable income each year, in which case the FIC provisions would not apply,1 2 8 except that a U.S. shareholder of the FIC had to include in income the shareholder's share of the capital gains, whether or not distributed.1 2 9
Although the FIC provisions were repealed for taxable years of foreign corporations beginning after December 31, 2004,130 they were the forerunner to the PFIC rules and thus are important to understand for purposes of the analysis herein.
E. Regulated Investment Company
A U.S. investment company is taxed under regular corporate federal income tax rules, unless it makes an election for alternative tax treatment under Subchapter M of the Internal Code of 1986, as amended, to be treated as a regulated investment company ("RIC").' 3 ' As a RIC, the investment company does not have to pay corporate-level federal income taxes on any income that is distributed to its shareholders from the RIC's earnings and profits.1 32 To qualify as a RIC, the corporation must be registered with the Securities and Exchange Commission as an investment company, distribute 90 percent of its earnings (not including capital gains) to its shareholders, and meet certain source-of-income and asset diversification requirements. 133 The RIC is subject to U.S. federal income tax at regular corporate income tax rates on any income or capital gains not distributed (or deemed distributed) to its shareholders, and is further subject to a four-percent nondeductible federal excise tax on certain undistributed amounts.' 34 Foreign investment companies are not subject to the asset diversification and income distribution requirements for RICs.
F. Comparison to PFIC Rules
In spite of the numerous anti-deferral rules described above, the rules did not prevent the favorable tax treatment for U.S. investors in foreign investment companies, which were not hamstrung by the RICrequired distribution rules. The FIC rules were designed to give the same treatment as a RIC to the U.S. shareholder of a FIC if the FIC elected to distribute at least 90 percent of its income. The FIC rules, however, only reached foreign corporations that had at least 50 percent U.S. ownership, and this could readily be avoided by the foreign corporation limiting U.S. ownership. FPHCs were foreign corporations that had five or fewer individuals owning more than 50 percent of the foreign corporation, a requirement that could be manipulated as easily as FIC ownership, and the reach of PHCs is limited to domestic corporations.
The FPHC and FIC rules have since been repealed, and the Subpart F rules that remain have a much more limited reach than do the PFIC rules. The Subpart F income-inclusion rules reach only foreign corporations that are CFCs and U.S. shareholders that own more than 10 percent of the CFC's voting power. The PFIC rules apply to all U.S. persons who own interests in a foreign corporation that is a PFIC. In addition, the Subpart F rules only apply to certain kinds of easily manipulated income; PFIC rules result in taxation to the U.S. owner of all of the income earned by the PFIC.
Without the PFIC rules, a foreign corporation would not only avoid tax on its earnings if formed in a tax haven, but a U.S. investor therein would only be taxed when he or she received a dividend from the fund or sold his or her shares in the fund. In addition, if there were no distributions from the fund, the investor's return would all be taxed as capital gain upon a sale of the shares in the foreign investment company. These differences in taxation, and the failure of the Subpart F rules to reach all U.S. investors in foreign corporations, were seen as advantages for U.S. investors in foreign investment companies versus U.S. investors in U.S. investment companies. In order to fill the gap in these other antideferral regimes, and equate taxation of U.S. investors in foreign investment companies with U.S. investment companies,135 the PFIC rules were enacted.
V. REASONS FOR PFIC LEGISLATION
The PFIC rules were enacted to eliminate "the economic benefit of deferral." 36 Part IV discussed the history of attempts to stop the economic benefit of deferral, beginning with the PHC and FPHC rules. The FPHC rules have been repealed, and the PHC rules are antiquated and in need of revamping or repealing.1 37 One of the abuses at which the major piece of anti-deferral legislation-the Subpart F rules' 3 8 -was directed was delaying taxation on passive income. On this point, both the House and Senate stated: "Your committee ... sees no need to maintain deferral of U.S. tax where the investments are portfolio types of investments, or where the company is merely passively receiving investment income. In such cases, there is no competitive problem justifying postponement of tax until the income is repatriated."l 3 9 To be subject to these rules that tax a U.S. shareholder on his or her pro rata share of Subpart F income, a U.S. taxpayer must meet the definition of "U.S. Shareholder," 1 40 i.e., a 10-percent owner by vote, in a CFC.141 A U.S. taxpayer who owns shares in a foreign corporation is not subject to the Subpart F rules if either the taxpayer is not a "U.S. Shareholder" or the foreign -corporation is not a CFC.
The FIC rules applied to passive income earned by any U.S. person who owned shares of a foreign investment company, provided that the FIC was owned more than 50 percent by vote or value by U.S. persons. But these rules were not enough for Congress, as a U.S. shareholder of a foreign investment fund that was not owned more than 50 percent by U.S. persons would avoid the anti-deferral Subpart F and FIC rules.1
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The Senate committee stated: "The committee understands that the abuses the Congress was concerned with in 1962 when the foreign investment company provisions were enacted have advanced to a point where present law is basically inoperative. The committee is aware that present foreign corporations that invest in passive assets limit U.S. ownership in such funds so that section 1246 [the FIC provision] rarely applies." Congress took the next step and enacted the PFIC legislation "to eliminate the tax advantages that U.S. shareholders in foreign investment funds have heretofore had over U.S. persons investing in domestic investment funds."'" Congress greatly expanded the reach of antideferral rules with the PFIC legislation by eliminating any minimum U.S. ownership requirement. Further, as described above, domestic investment companies are taxed on their income unless 90 percent of the income is distributed. Since foreign investment companies are not subject to this distribution requirement, they can be formed in countries with no income tax and avoid any taxation at the fund level. The U.S. owner of the foreign investment company would then not be subject to tax on any earnings of the funds until the fund makes a dividend distribution, which the fund could delay indefinitely. If the fund makes no dividend distributions, the U.S. owner could convert ordinary income of the fund into capital gains when the U.S. owner sold the fund.1 4 5 Congress felt that U.S. persons who invested in foreign investment companies should not have such tax advantages over those investing in domestic investment companies.1 4 6
The QEF rules described above 4 7 met the objectives of Congress: taxpayers were taxed as the foreign fund earned income, a result similar to an investment in a domestic investment company. But, even if the QEF taxation reached the intended result, Congress recognized that it might not be possible for a U.S. investor to obtain the information required regarding a foreign fund's earnings and profits.14 8 If a PFIC provided the U.S. investor with the required information, however, the investor likely could not force the fund to distribute funds sufficient for the investor to pay tax on the investor's share of the PFIC's income.149 If the investor had invested in a domestic investment company, the investment company would have been compelled to distribute its income, or be taxed itself on the undistributed income. Congress therefore provided for an alternative taxing regime for PFICs, with taxation only when the fund was sold or there was an excess distribution. The excess distribution was an acknowledgment to the RIC rules, i.e., if the foreign investment company distributed most of its earnings each 144. 86 BLUEBOOK, supra note 57, at 1023.
145. I.R.C. § 1248 (1986) converts capital gain into ordinary income upon the sale of stock in a foreign corporation, to the extent of earnings and profits attributable to the selling shareholder's ownership, but this rule only applies when the foreign corporation is a CFC.
146 The legislative history is limited to discussions of perceived abuses involving foreign investment companies and the need for parity with domestic investment companies:
Congress did not believe that U.S. persons who invest in passive assets should avoid the economic equivalent of current taxation merely because they invest in those assets indirectly through a foreign corporation.... Moreover, Congress recognized that U.S. persons who invested in passive assets through a foreign corporation obtained a substantial tax advantage vis-A-vis U.S. investors in domestic investment companies because they not only were able to avoid current taxation but also were able to convert income that would be ordinary income if received directly or received from a domestic investment company into capital gain income.
VI. UNEXPECTED PFIC TAX CONSEQUENCES AND PROPOSED SOLUTIONS
The need of Congress to correct the perceived abuse of U.S. taxpayers investing in foreign investment companies and obtaining "deferral" was the impetus behind the complicated 52 set of PFIC tax rules. The consequences of these rules go far beyond the motivating factors behind the legislation, consequences that must not have been anticipated. Not only are companies that are not foreign investment companies affected by the PFIC rules, but a whole host of harmful and unfair consequences can result, leaving one with the impression of a situation that PFICs have gone wild.
The following discussion of unexpected PFIC tax consequences focuses on two aspects of the PFIC overreach and proposes solutions to these issues: (1) extension of the PFIC rules to start-up and operating companies, and (2) taxation on transfers of PFIC stock that would otherwise not be subject to tax. These two areas just touch the surface of the many defects in the PFIC provisions. 5 3 As expressed by one PFIC author: "The rules stand as living witness to the danger of trying to solve Cash. According to I.R.S. Notice 88-22, 15 cash and cash equivalents are passive assets because they produce passive income. This is particularly harsh guidance and one at odds with other provisions of international tax. In determining whether income is effectively connected with a U.S. trade or business, interest from cash held to meet the present needs of the business is considered trade or business income. 158 Further, in determining if a corporation is a U.S. real property holding corporation, cash is considered a business asset if it is used or held for use in the corporation's trade or business.1 59 A similar requirement should be put in place for cash or cash equivalents in determining if a PFIC has passive assets or passive income. If the cash or cash equivalent is held for use in the corporation's trade or business, it should not be considered a passive asset that generates passive income.
* needs to be one so that start-up and operating companies are not subject to the PFIC rules.
B. Transfers of PFIC Stock
Tax-Deferred Reorganizations a. Problem
Section 1291(f) of the Internal Revenue Code provides that gain is recognized with respect to PFIC stock even if a nonrecognition provision applies " [t] o the extent provided in regulations." In generail, the proposed regulations require that gain be recognized when Section 1291 fund stock is exchanged under a nonrecognition provision for stock in another corporation, such as an I.R.C. Section 351 transfer to a controlled corporation or an I.R.C. Section 368 tax-deferred reorganization.
1 67 This provision can put a U.S. shareholder of a PFIC in a very bad position in the case of an otherwise tax-deferred reorganization: the shareholder may have no control over whether the exchange of stock takes place yet will be burdened with a tax obligation and no cash proceeds from the exchange to pay the tax. There is an exception such that no tax results if stock in a Section 1291 fund is exchanged in an otherwise nontaxable transaction for stock in another PFIC.1 68
b. Proposed Solution
The harsh treatment of requiring recognition of gain in a reorganization or capital contribution where Section 1291 fund stock is exchanged for non-PFIC stock is not necessary. Instead, the PFIC attributes of the stock could carry over to the non-PFIC stock obtained, such that upon a taxable disposition of the new stock, the Section 1291 fund rules could apply only to any deferred gain from the period that the stock owned was stock in a PFIC.
A major problem with the situation at present regarding exchanges of stock in a reorganization involving a Section 1291 fund is the securities, or interests in RICs or REITs.
167.
Prop. Treas. Reg. § 1.1291-6, 57 Fed. Reg. 11029 (Apr. 1, 1992) . 168. Prop. Treas. Reg. § 1.1291-6(c)(1), 57 Fed. Reg. 11029 (Apr. 1, 1992) . The stock received must qualify under I.R.C. § 1296(a) as a PFIC for its taxable year that includes the day after the nonrecognition transfer. Id. uncertainty of the proposed regulations.' 69 The regulations are still not finalized after more than 20 years, yet have an effective date of the date of publication of the proposed regulations. The regulations should be thoroughly reviewed and revised as necessary, with an effective date of the date the final regulations are published. In addition, if PFIC status is limited as discussed above in Part VI.A, there will be much less concern about the potential recognition of gain on an exchange of PFIC stock under a nonrecognition provision, as only investment companies would be implicated, and a reorganization of a pure investment company would not be a likely occurrence.
Gifts a. Problem
Any disposition of stock in a PFIC by a U.S. shareholder is taxed under the override of nonrecognition rules described above. This includes gifts. 70 Thus, if a gift of Section 1291 fund is made, the transferor is generally subject to income tax on the deferred gain under the Section 1291 fund rules on the difference between the stock's fair market value and the transferor's basis in the stock. There is an exception if immediately after the gift the stock is owned by a U.S. person, provided that: (1) the U.S. transferee's basis in the Section 1291 fund stock is no greater than the basis the transferor had in the stock, (2) the U.S. transferee's holding period for the Section 1291 fund stock is at least as long as the transferor's holding period immediately before the transfer, and (3) the total indirect ownership of the transferor and U.S. transferee immediately after the transfer (not counting any of the Section 1291 fund stock held by the U.S. transferee before the transfer) is at least as great as the transferor's proportionate ownership immediately before the transfer.' 7 ' If, however, a U.S. shareholder of a Section 1291 fund makes a gift of stock in the fund to a U.S. person and incurs gift tax on the transfer, the U.S. shareholder would not recognize gain, but would be liable for the "deferred tax amount," 7 2 as if the shareholder recognized gain in the amount of the gift tax that is added to the basis of the transferred stock under I.R.C. Section 1015(d There is an exception if the transfer is to a domestic estate or directly to a U.S. person. 77 Even if no gain has to be recognized upon a transfer upon death, however, there is no step-up in basis for Section 1291 fund stock as there is for all other property. The solution for this problem is simple-transfers on death should not be treated as dispositions and there should be a step-up in basis in the PFIC stock upon death. If the corporation no longer qualifies as a PFIC at the date of death, yet is taxed as one because it was previously a PFIC, the recipient should not be burdened with the PFIC rules going forward. Although the PFIC stock attributes would be extinguished to the recipient, this is what happens to all other property that is transferred 174. Prop. Treas. Reg. § 1.1291-6(c)(2)(v), 57 Fed. Reg. 11029 (Apr. 1, 1992) . 175. I.R.C. § 1015(a) (1986). 176. Prop. Treas. Reg. § § 1.1291-3(b)(1), 1.1291-6(a)(2), 57 Fed. Reg. 11029 (Apr. 1, 1992) . 177. Prop. Treas. Reg. § 1.1291-6(c)(2)(iii)(A), 57 Fed. Reg. 11029 (Apr. 1, 1992) . The exception for a transfer to a domestic estate does not apply, however, if the will allows the stock to be transferred to a foreign person or to a trust. Prop. Treas. Reg. § 1.1291-6(c)(2)(iii)(B), 57 Fed.
Reg. 11029 (Apr. 1, 1992) . A U.S. shareholder who inherits Section 1291 fund stock from a U.S. decedent who was within this exception for gain recognition can take a deduction from gross income when he or she disposes of the PFIC stock, in an amount equal to a portion of the decedent's estate tax paid on the PFIC stock. Prop. Trcas. Reg. § 1291-3(j), 57 Fed. Reg. 11029 (Apr. 1, 1992) .
178. I.R.C. § § 1014, 1291(c).
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PFICS GONE WILD 59 market value for stock subject to the mark-to-market rules should apply to all PFIC stock. For individuals expatriating, the provision in the proposed regulations requiring a deemed disposition should not be included in final regulations, and reliance should instead be placed on the provisions of Section 877A of the Internal Revenue Code. Any deemed disposition under Section 877A of PFIC stock would result in taxation of gain of any gain under the PFIC regime applicable to the expatriating taxpayer.
VII. PUNITIVE TREATMENT OF PFIC INVESTMENT
The immediately preceding section discusses solutions to limit the reach of the PFIC rules and the taxation of transfers of PFIC stock. These fixes would be a vast improvement over the present state of the law for PFICs. Further, the application of the PFIC legislation to normally tax-free transactions could be ameliorated by limiting the reach of the statute to what it was intended to combat-foreign investment companies.
But the question still remains whether the limitation of the application of the PFIC rules to foreign investment companies goes far enough. Some have argued that "[e]very effort can and should be made to eliminate deferral and character conversion for investments in foreign entities that serve the same purpose as a U.S. investment company. "' 83 Further, the legislative history of the PFIC provisions proceeds on the premise that it is wrong to allow a foreign investment company to be taxed more favorably than a domestic investment company. The question is rarely, if ever, asked as to whether the legislative purpose in itself is valid.
A U.S. investor can choose to invest, for example, directly in stock in companies, or invest in a certificate of deposit or invest in real property. Should the U.S. tax law penalize someone who gets a better tax result than one gets from an investment in a U.S. investment company? Should a U.S. taxpayer who sells appreciated real property be required to have the gain prorated over his holding period and an interest factor applied? That is just what the PFIC rules do when the investment is stock in a PFIC. Foreign investment companies have been singled out for particularly harsh treatment to the point that a U.S. investor would not invest in a PFIC knowing what the tax results would be.
183. Blanchard, supra notc 40, at 70. QEF or mark-to-market election will generally be in a worse position than an investor in a U.S. investment company.
The main problem with the PFIC rules is that they apply to U.S. shareholders of foreign corporations that are not investment companies. As discussed above, they can apply to foreign start-up companies and operating companies. Further, transactions like gifts of stock, transfers of stock upon death, relinquishment of U.S. citizenship or residency, or exchange of stock in a tax-deferred reorganization can result in onerous consequences that would not result if the stock owned by the U.S. taxpayer were not stock in a PFIC. Congress tried to solve the limited perceived problem of some wealthy taxpayers deferring U.S. income tax by investing in foreign investment companies and wound up with a mess of poorly understood rules that are ill-defined, unclear, and overly complex. The rules can bring about unfair results and are full of traps for the unwary.
The conclusion of this article is that the PFIC rules should be repealed. Not only are they overly complex, reach companies that the legislation was not intended to, and result in extremely harsh consequences for transactions that are treated favorably for other types of investments, but they unfairly single out one type of investment vehicle for punitive treatment. Congress is unlikely to repeal the legislation, however, in an environment where political gain can be made by proselytizing about the evils of foreign investments, as well as the loss of revenue that will result to a U.S. government drowning in its deficit. If the PFIC rules cannot be eliminated entirely, however, they must at least be limited to the purpose for which they were enacted-to prevent more favorable tax treatment to an investor in a foreign investment company than an investor in a U.S. investment company.
